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ratio which the taxpayer’s taxable in-
come attributable to the amount speci-
fied in paragraph (a) of this section,
computed as prescribed in paragraph
(c) of this section, bears to his total
taxable income, is the portion of the
tax (or surtax) attributable to such
amount. If this portion of the tax (or
surtax) exceeds 33 percent (30 percent
for taxable years beginning before Jan-
uary 1, 1971) of the amount specified in
paragraph (a) of this section, that por-
tion of the tax (or surtax) shall be re-
duced to 33 percent (or 30 percent) of
such amount.

(c) In determining the portion of the
taxable income attributable to any
amount specified in paragraph (a) of
this section, the taxpayer shall allo-
cate to such amount received and to
the gross income derived from all other
sources, the expenses, losses, and other
deductions properly attributable there-
to, and shall apply any general ex-
penses, losses, and other deductions
(which cannot be properly apportioned
otherwise) ratably to the gross income
from all sources. The amount specified
in paragraph (a) of this section, less
the deductions properly attributable
thereto and less its proportion of any
general deductions, shall be the taxable
income attributable to such amount.
The taxpayer shall submit with his re-
turn a statement fully explaining the
manner in which such expenses, losses,
and deductions are allocated or appor-
tioned.

[T.D. 6500, 25 FR 12052, Nov. 26, 1960, as
amended by T.D. 7117, 36 FR 9422, May 25,
1971; 36 FR 11434, June 12, 1971]

§ 1.1348–1 Fifty-percent maximum tax
on earned income.

Section 1348 provides generally that
for taxable years beginning after De-
cember 31, 1971, the maximum tax rate
applicable to the earned taxable in-
come of an individual, estate, or trust
is not to exceed 50 percent. In the case
of an estate or trust, earned income in-
cludes only amounts which constitute
income in respect of a decedent within
§ 1.1348–3(a)(4). For taxable years begin-
ning after December 31, 1970, and before
January 1, 1972, the maximum rate is 60
percent. Section 1348 does not apply if
the taxpayer chooses the benefits of in-
come averaging under sections 1301

through 1305. Section 1348 does not
apply to a married individual who does
not file a joint return with his spouse
for the taxable year. For purposes of
section 1348, an individual’s marital
status shall be determined under sec-
tion 153 and the regulations there-
under.

[T.D. 7446, 41 FR 55337, Dec. 20, 1976]

§ 1.1348–2 Computation of the fifty-
percent maximum tax on earned in-
come.

(a) Computation of tax for taxable years
beginning after 1971. If, for a taxable
year beginning after December 31, 1971,
an individual has earned taxable in-
come (as defined in paragraph (d) of
this section) which exceeds the applica-
ble amount in column (1) of table A,
the tax imposed by section 1 for such
year shall be the sum of:

(1) The applicable amount in column
(2) of table A.

(2) 50 percent of the amount by which
earned taxable income exceeds the ap-
plicable amount in column (1) of table
A, and

(3) The amount by which the tax im-
posed by chapter 1 on the entire tax-
able income exceeds a tax so computed
on earned taxable income, such com-
putations to be made without regard to
section 1348 or 1301.

TABLE A

Status (1) (2)

Married individuals filing joint returns
and surviving spouses ....................... $52,000 $18,060

Heads of households ............................ 38,000 12,240
Unmarried individuals other than sur-

viving spouses and heads of house-
holds .................................................. 38,000 13,290

Trusts and estates ................................. 26,000 9,030

(b) Computation of tax for taxable years
beginning in 1971. If, for a taxable year
beginning after December 31, 1970, and
before January 1, 1972, an individual
has earned taxable income (as defined
in paragraph (d) of this section) which
exceeds the applicable amount in col-
umn (1) of table B, the tax imposed by
section 1 for such year shall be the sum
of:

(1) The applicable amount in column
(2) of table B,

VerDate 11<MAY>2000 02:19 Apr 17, 2001 Jkt 194090 PO 00000 Frm 00660 Fmt 8010 Sfmt 8010 Y:\SGML\194090T.XXX pfrm04 PsN: 194090T



661

Internal Revenue Service, Treasury § 1.1348–2

(2) 60 percent of the amount by which
earned taxable income exceeds the ap-
plicable amount in column (1) of table
B, and

(3) The amount by which the tax im-
posed by chapter 1 on the entire tax-
able income exceeds a tax so computed
on earned taxable income, such com-
putations to be made without regard to
section 1348 or 1301.

TABLE B

Status (1) (2)

Married individuals filing joint returns
and surviving spouses ................... $100,000 $45,180

Heads of households ........................ 70,000 30,260
Unmarried individuals other than sur-

viving spouses and heads of
households ..................................... 50,000 20,190

Trusts and estates ............................. 50,000 22,590

(c) Short taxable periods. If a taxpayer
is required under section 443(a)(1) to
make a return for a period of less than
12 months, the tax under section 1348
and this section shall be determined by
placing his taxable income, earned net
income, adjusted gross income, and
items of tax preference on an annual
basis in accordance with section 443
and the regulations thereunder. If a
taxable year referred to in paragraph
(d)(3)(i)(a) of this section is a period of
less than 12 months for which a return
is required under section 443(a)(1), the
average described in such paragraph
shall also be determined by placing the
items of tax preference for such period
on an annual basis in accordance with
section 443 and the regulations there-
under. If a return for a period of less
than 12 months is required under sec-
tion 443(a)(3) for any taxable year re-
ferred to in paragraph (d)(3)(i)(a) of
this section, section 1348 and this sec-
tion shall not apply unless such period
is reopened by the taxpayer as provided
by section 6851(b).

(d) Earned taxable income—(1) In gen-
eral. For purposes of section 1348 and
this section, the term earned taxable in-
come means the excess of (i) the portion
of taxable income which, under sub-
paragraph (2) of this paragraph, is at-
tributable to earned net income over
(ii) the tax preference offset (as defined
in subparagraph (3) of this paragraph).
For purposes of computing the alter-
native tax under section 1201, earned
taxable income shall not exceed the ex-

cess of taxable income over 50 percent
of the net capital gain (net section 1201
gain for taxable years beginning before
January 1, 1977).

(2) Taxable income attributable to
earned net income. The portion of tax-
able income which is attributable to
earned net income shall be determined
by multiplying taxable income by a
fraction (not exceeding one), the nu-
merator of which is earned net income,
and the denominator of which is ad-
justed gross income. For purposes of
this subparagraph the term earned net
income means the excess of the total of
earned income (as defined in § 1.1343–
(a)) over the total of any deductions
which are required to be taken into ac-
count under section 62 in determining
adjusted gross income and are properly
allocable to or chargeable against
earned income. Deductions are prop-
erly allocable to or chargeable against
earned income if, and to the extent
that, they are allowable in respect of
expenses paid or incurred in connection
with the production of earned income
and have not been taken into account
in determining the net profits of a
trade or business in which both per-
sonal services and capital are material
income producing factors (as defined in
§ 1.1348–3(a)(3)). Except as otherwise
provided, deductions properly allocable
to or chargeable against earned income
include:

(i) Deductions attributable to a trade
or business from which earned income
is derived, except that if less than all
the gross income from a trade or busi-
ness constitutes earned income, only a
ratable portion of the deductions at-
tributable to such trade or business is
allowable in respect of expenses paid or
incurred in connection with the pro-
duction of earned income,

(ii) Deductions consisting of expenses
paid or incurred in connection with the
performance of services as an em-
ployee,

(iii) The deductions described in sec-
tion 62(7) and allowable by sections 404
and 405(c),

(iv) The deduction allowable by sec-
tion 217,

(v) The deduction allowable by sec-
tion 1379(b)(3), and

(vi) A net operating loss deduction to
the extent that the net operating
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losses carried to the taxable year are
properly allocable to or chargeable
against earned income.
A net operating loss carried to the tax-
able year is properly allocable to or
chargeable against earned income in
such year to the extent of the excess (if
any) of the deductions for the loss year
which are properly allocable to or
chargeable against earned income and
which are allowable under section
172(d) in determining a net operating
loss, over the earned income for the
loss year. If the excess described in the
preceding sentence is less than the en-
tire net operating loss, such excess and
the balance of such loss shall be
deemed to reduce taxable income rat-
ably for any taxable year to which such
loss may be carried. See examples (3)
and (4) in subparagraph (4) of this para-
graph.

(3) Tax preference offset. (i) For pur-
poses of subparagraph (1) of this para-
graph, the tax preference offset is the
amount by which the greater of:

(A) The average of the taxpayer’s
items of tax preference for the taxable
year and the four preceding taxable
years, or

(B) The taxpayer’s items of tax pref-
erence for the taxable year,
exceeds $30,000.

(ii) The items of tax preference to be
taken into account under subdivision
(i) of this subparagraph for any taxable
year shall be those items of tax pref-
erence referred to in section 57(a) and
the regulations thereunder for the tax-
able year, but excluding any amount
not taken into account in computing
the tax under section 56(a) and the reg-
ulations thereunder for such taxable
year. The items of tax preference to be
taken into account by an individual for
any taxable year in which such indi-
vidual is or was a nonresident alien
shall not include items of tax pref-
erence which are not effectively con-
nected with the conduct of a trade or
business within the United States.

(iii) Taxable years ending before Jan-
uary 1, 1970 shall not be included in
computing the average described in
subdivision (i)(A) of this subparagraph.
Thus, for example, the tax preference
offset for a taxable year ending on De-
cember 31, 1973, is the amount by which
the average of the taxpayer’s items of

tax preference for 1970, 1971, 1972, and
1973, or the taxpayer’s items of tax
preference for 1973, whichever is great-
er, exceeds $30,000. Taxable years dur-
ing which the taxpayer was not in ex-
istence shall not be included in com-
puting the average described in sub-
division (i)(A) of this subparagraph. A
fractional part of a year which is treat-
ed as a taxable year under sections
441(b) and 7701(a)(23) shall be treated as
a taxable year for purposes of this sec-
tion for special rules if a taxable year
referred to in subdivision (i)(A) of this
subparagraph is a period of less than 12
months for which a return is required
under section 443(a)(1).

(iv) If for the current taxable year
the taxpayer and his spouse (or the es-
tate of such spouse) file a joint return
together, the items of tax preference
for a preceding taxable year taken into
account under subdivision (i)(A) of this
subparagraph shall be the sum of the
items of tax preference of the taxpayer
and his spouse for such preceding year
even though a joint return was not, or
could not have been, filed by the tax-
payer and such spouse for such pre-
ceding taxable year. If for the current
taxable year the taxpayer (A) is no
longer married to a spouse to whom he
was married for a preceding taxable
year taken into account under subdivi-
sion (i)(A) of this subparagraph and
files a return as a single person, head
of household, or surviving spouse for
such current taxable year, or (B) is
married to a spouse other than the
spouse to whom he was married for a
preceding taxable year taken into ac-
count under subdivision (i)(A) of this
subparagraph, his items of tax pref-
erence shall be computed as if he were
not married during such preceding tax-
able year.

(v) The sum of the items of tax pref-
erence of an estate or trust shall, for
purposes of this paragraph, be appor-
tioned between the estate or trust and
the beneficiary in the manner and to
the extent provided by section 58(c)(1)
and the regulations thereunder.

(vi) If an item of gross income in re-
spect of a decedent is includible in the
gross income of a taxpayer and is
treated as earned income in the hands
of the taxpayer by reason of § 1.1348–
3(a)(4), the items of tax preference for a
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taxable year taken into account under
subdivision (i) of this subparagraph
shall be the sum of the taxpayer’s
items of tax preference for such tax-
able year and the decedent’s items of
tax preference for any taxable year of
the decedent (including a short taxable
year described in section 441(b)(3))
which ends with or within such taxable
year of the taxpayer. For purposes of
this subdivision, if a taxpayer (such as
the estate of the decedent or a testa-
mentary trust created by the decedent)
has not been in existence for the num-
ber of preceding taxable years specified
in subdivision (i)(A) or (iii) of this sub-
paragraph, the items of tax preference
for preceding taxable years taken into
account shall be the taxpayer’s items
of tax preference for each of its pre-
ceding taxable years plus the dece-
dent’s items of tax preference for that
number of the most recent taxable
years of the decedent ending prior to
the taxpayer’s earliest taxable year
which, when added to the taxpayer’s
preceding taxable years, equals such
number of preceding taxable years
specified in subdivision (i)(A), or (iii).
The increase, if any, in the taxpayer’s
tax preference offset computed under
this subdivision shall not exceed the
amount by which the taxpayer’s tax-
able income attributable to earned net
income, computed as provided in
§ 1.1348–2(d)(2) and including the item of
gross income in respect of a decedent,
exceeds the taxpayer’s taxable income
attributable to earned net income com-
puted without regard to such item of
gross income.

(4) Illustrations. The provisions of this
section may be illustrated by the fol-
lowing examples:

Example 1. (i) H and W, married calendar-
year taxpayers filing a joint return, have the
following items of income, deductions, and
tax preference for 1976:
(a) Salary ........................................... $155,000
(b) Dividends and interest ................. 60,000

Total ..................................... 215,000
(c) Deductible travel expenses of em-

ployee allocable to earned income 5,000

(d) Adjusted gross income ..................................... $210,000
(e) Exemptions and itemized deductions .............. 38,000

(f) Taxable income ................................................. 172,000

In addition, the taxpayers have tax pref-
erence items for 1976 of $80,000 attributable

to the exercise of a qualified stock option
and total tax preference items of $300,000 for
the years 1972 through 1975. Since the items
of tax preference for 1976 exceed the average
of the items of tax preference for the years
1972 through 1976, the tax preference offset
for 1976 is $50,000 ($80,000¥$30,000).

(ii) H and W have earned taxable income of
$72,857 determined in the following manner:
(a) Earned income ................................................. $155,000
(b) Earned net income ($155,000¥$5,000) .......... 150,000
(c) Taxable income ................................................ 172,000
(d) Adjusted gross income ..................................... 210,000
(e) Taxable income attributable to

earned net income:
$172,000(c) × ($150,000(b) /

$210,000(d) ............................. $122,857
(f) Tax preference offset .................... 50,000

(g) Earned taxable income .................................... 72,857

(iii) The tax imposed by section 1 is $90,938,
determined pursuant to section 1348 in the
following manner:
(a) Applicable amount from col. (2) of table A,

§ 1.1348–2(a) ....................................................... $18,060
(b) 50 pct of amount by which $72,857 (earned

taxable income) exceeds $52,000 (applicable
amount from col. (1) of table A, § 1.1348–2(a)) .. 10,429

(c) Tax computed under section 1 on
$172,000 (taxable income) ................ $91,740

(d) Tax computed under section 1 on
$72,857 (earned taxable income) ...... 29,291

(e) Item (c) minus item (d) ....................................... 962,449
(f) Tax (total of items (a), (b), and (e)) .................... 90,938

Example 2. (i) H and W, married calendar-
year taxpayers filing a joint return, have the
following items of income, deductions, and
tax preference for 1976:
(a) Salary ........................................... $210,000
(b) Dividends and interest ................. 20,000
(c) Net long-term capital gains .......... 100,000

Total ..................................... 330,000
(d) Sec. 1202 deduction (1⁄2 of net

long-term capital gains) .................. 50,000

(e) Adjusted gross income ..................................... $280,000
(f) Exemptions and itemized deductions ............... 40,000

(g) Taxable income ................................................ 240,000

The taxpayers’ tax preference item for 1976
is one-half of the net long-term capital gains
of $100,000, or $50,000. The taxpayers have no
items of tax preference for the years 1972
through 1975. Accordingly, their tax pref-
erence offset for 1976 is $20,000
($50,000¥$30,000).

(ii) H and W have earned taxable income of
$160,000, determined in the following manner:
(a) Earned net income ........................................... $210,000
(b) Taxable income ................................................ 240,000
(c) Adjusted gross income ..................................... 280,000
(d) Taxable income attributable to earned net in-

come:
$240,000(b) × ($210,000(a)

/ $280,000(c)) .................. 180,000
(e) Tax preference offset ................... $20,000

(f) Earned taxable income ..................................... $160,000
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(iii) The tax imposed by section 1 is
$122,560, determined pursuant to section 1348
in the following manner:
(a) Applicable amount from col. (2) of table A,

§ 1.1348–2(a) ..................................................... $18,060
(b) 50 pct of amount by which $160,000 (earned

taxable income) exceeds $52,000 (applicable
amount from col. (1) of table A, § 1.1348–2(a)) 54,000

(c) Tax computed under section
1201(b) on $240,000 (taxable in-
come):

(1) Tax under section 1201(b)(1)
(tax under section 1 on
$190,000 (taxable income ex-
cluding capital gains)) ............. $104,080

(2) Tax under section 1201(b)(2)
(25 pct of subsection (d) gain
of $50,000) .............................. 12,500

(3) Tax under section 1201(b)(3)
(tax under section 1 on
$240,000 (taxable income)
less tax under section 1 on
$215,000 (amount subject to
tax under section 1201(b)(1)
plus 50 pct of subsection (d)
gain)) ($138,980¥$121,480) .. 17,500

Total ..................................... 134,080
(d) Tax computed under section 1 on

$160,000 (earned taxable income) 83,580

(e) Item (c) through item (d) .................................. 50,500

(f) Tax (total of items (a), (b), and (e)) .................. $122,560

Example 3. (i) A, an unmarried calendar
year taxpayer engaged in the practice of law,
has the following items of income and deduc-
tions for 1973 and 1976:

1973 1976

Gross income from law practice ........ $240,000 $100,000
Dividends ........................................... 60,000 20,000
Expense paid in law practice ............. 50,000 160,000
Investment interest ............................ 30,000 10,000
Casualty loss on personal residence (amount in

excess of $100) .................................................. 50,000

(ii) For 1976, A’s deductions exceed his
gross income, and his taxable income is
therefore zero. In addition, A has a net oper-
ating loss of $100,000 (i.e., the excess of his
deductions of $220,000 over his gross income
of $120,000), which may be carried back to
1973. In computing his taxable income and
earned taxable income for 1973, $60,000 (i.e.,
the excess of the expenses paid in A’s law
practice of $160,000, over his gross income
from his law practice of $100,000) of the net
operating loss deduction is properly allo-
cable to or chargeable against earned in-
come.

(iii) A’s recomputed taxable income and
earned taxable income for 1973 are $119,250
and $103,350 respectively, determined in the
following manner:
Gross income ($240,000 + $60,000) .................... $300,000
Adjusted gross income ($300,000 ¥ $50,000 ¥

$100,000) ........................................................... 150,000
Taxable income ($150,000 ¥ $30,000 ¥ $750) .. 119,250
Earned net income ($240,000 ¥ $50,000 ¥

$60,000) ............................................................. 130,000

Earned taxable income ($130,000 / $150,000 ×
$119,250) ........................................................... $103,350

Example 4. The facts are the same as in ex-
ample (3) except that A’s gross income from
his law practice for 1973 is $40,000. Thus, for
1973, A’s deductions (including the net oper-
ating loss deduction) exceed his gross in-
come, and his recomputed taxable income is
therefore zero. The taxable income sub-
tracted from the net operating loss to deter-
mine the carryback to 1974 is $20,000 (i.e.,
$40,000 + $60,000 ¥ $50,000 ¥ $30,000), and thus
the net operating loss carryback to 1974 is
$20,000 (i.e., $40,000 + $60,000 ¥ $50,000 ¥

$30,000), and thus the net operating loss
carryback from 1976 to 1974 is $80,000 (i.e.,
$100,000 ¥ $20,000). Of this amount, $48,000
($80,000 × [$60,000 (the excess of the expenses
paid in 1976 in A’s law practice over his gross
income from his law practice) ÷ $100,000 (A’s
net operating loss for 1976)]) is properly allo-
cable to or chargeable against earned in-
come, and must be taken into account in re-
computing A’s taxable income and earned
taxable income for 1974.

Example 5. A, an unmarried calendar year
taxpayer, receives a salary of $80,000 from
Corporation X in 1975 and also owns and op-
erates a laundry in which both his capital
and services are material income producing
factors. A incurs no section 62 expenses with
respect to the salary income. In 1975 the
laundry, a sole proprietorship, has gross in-
come of $100,000 and business expenses de-
ductible under section 62 of $80,000. A reason-
able allowance as compensation for A’s per-
sonal services rendered by him in his laundry
business would be $12,000. The net profits of
the laundry business were $20,000.

A’s earned income from the laundry busi-
ness is limited to $6,000 (30 percent of $20,000).
A’s total earned income is $36,000
($80,000+$60,000). Since the section 62 deduc-
tions of the laundry business have already
been taken into account in computing net
profits, they are not again taken into ac-
count in computing earned net income. Ac-
cordingly, A’s earned net income for 1975 is
$86,000.

Example 6. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $130,000 and the net profits from
the laundry are $50,000. A’s earned income
from the laundry is $12,000. Even though the
30-percent-of-net profits limitation has not
resulted in a reduction of A’s earned income
from the laundry, the expenses deducted in
computing net profits do not reduce earned
income. Accordingly, both the earned in-
come and the earned net income of A for 1975
are $92,000.

Example 7. The facts are the same as exam-
ple (5) except that the gross income of the
laundry is $60,000 and the laundry has a net
loss of $20,000. A’s earned income from the
laundry is $12,000. Since the laundry does not
have net profits, the expenses of the laundry
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have not been taken into account in com-
puting the net profits limitation. Accord-
ingly, a ratable portion of deductible ex-
penses of the laundry must be allocated to
the earned income from the laundry in ac-
cordance with § 1.1348–2(d)(2); $16,000 of the
expenses are allocated to the earned income
($12,000/$60,000×$80,000). A’s total earned in-
come for 1975 is $92,000, and his earned net in-
come is $76,000 ($92,000 minus $16,000).

[T.D. 7446, 41 FR 55337, Dec. 20, 1976, as
amended by T.D. 7728, 45 FR 72650, Nov. 3,
1980]

§ 1.1348–3 Definitions.
(a) Earned income—(1) In general. (i)

For purposes of section 1348 and the
regulations thereunder, the term
earned income means any item of gross
income which is earned income within
the meaning of section 401(c)(2)(C) or
911(b) unless the item constitutes de-
ferred compensation as defined in para-
graph (b) of this section or is otherwise
excluded by application of this para-
graph. Thus, subject to such excep-
tions, the term includes:

(A) Wages, salaries, professional fees,
bonuses, amounts includible in gross
income under section 83, commissions
on sales or on insurance premiums,
tips, and other amounts received, actu-
ally or constructively, as compensation
for personal services actually rendered
regardless of the medium or basis of
payment.

(B) Compensatory payments for per-
sonal services made prior to the time
such services are actually rendered,
provided such advance payments are
not made for a purpose of minimizing
Federal income taxes by reason of the
application of section 1348, and are ei-
ther customary in the particular pro-
fession, trade, or business, or are made
for a bona fide business purpose.

(C) Prizes and awards in recognition
of personal services includible in gross
income under section 74, amounts in-
cludible in gross income under section
79 (relating to group-term life insur-
ance purchased for employees), and
amounts includible in gross income
under section 1379(b) (relating to con-
tributions to qualified pension plans in
the case of certain shareholder-employ-
ees); and

(D) Gains (other than gain which is
treated as capital gain under any pro-
vision of chapter 1) and net earnings

derived from the sale or other disposi-
tion of, the transfer of any interest in,
or the licensing of the use of property
(other than good will) by an individual
whose personal efforts created such
property.

The term does not include such income
as dividends (including an amount
treated as a dividend by reason of sec-
tion 1373(b) and § 1.1373–1), other dis-
tributions of corporate earnings and
profits, gambling gains, or gains which
are treated as capital gains under any
provision of chapter 1. The term also
does not include amounts received for
refraining from rendering personal
services or engaging in competitive ac-
tivity or amounts received as consider-
ation for the cancellation of an em-
ployment contract.

(ii) In the case of a nonresident alien
individual, earned income includes
only earned income from sources with-
in the United States which is effec-
tively connected with the conduct of a
trade or business within the United
States.

(2) Earned income and employed assist-
ants. The entire amount received as
professional fees shall be treated as
earned income if the taxpayer is en-
gaged in a professional occupation,
such as a doctor, dentist, lawyer, archi-
tect, or accountant, even though he
employs assistants to perform part or
all of the services, provided the pa-
tients or clients are those of the tax-
payer and look to the taxpayer as the
person responsible for the services per-
formed.

(3) Earned income from business in
which capital is material. (i) If an indi-
vidual is engaged in a trade or business
(other than in corporate form) in which
both personal services and capital are
material income-producing factors, a
reasonable allowance as compensation
for the personal services actually ren-
dered by the individual shall be consid-
ered earned income, but the total
amount which shall be treated as the
earned income of the individual from
such a trade or business shall in no
case exceed 30 percent of his share of
the net profits of such trade or busi-
ness (which share shall include any
guaranteed payment (as defined by
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